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individual f m  in the pre-merger world. The external spillovers generate incentives 
for post-merger price decreases and enhanced investment. Conditions in satellite 
radio are consistent with significant external demand spillovers, including the fact 
that consumer recommendations drive demand for the product category generally 
(and thus for the other service too), the exclusive distribution arrangements with auto 
OEMs, the importance of exclusive premium content on each service, and because 
subscribers to one service sometimes recommend the other service. 

The analysis of market d e f ~ t i o n  and competitive effects for a merger of Sirius and XM 
musfbrappfied to thesefactual c i r c u r n s t a m e ~  is to reti&yevatuatetk- ~ 

economic questions and follow the directives of the Merger Guidelines.”’ The analysis 

factual circumstances. In this matter, the dynamic demand spillovers are an inherent 
characteristic of the demand structure facing the individual f m  in the pre-merger world, 
and thus also of the demand structure that the hypothetical monopolist would face. This 
demand structure affects the rational, profit-maximizing prices chosen by the pre-merger 
firms, (i.e. the pre-merger current prices) and by the merged f i ,  and also the profit- 
maximizing price of the rational hypothetical monopolist assumed for market definition 
purposes. The analysis in our earlier report showed that when a f m  faces demand with 
dynamic demand spillovers, the price that maximizes overall profits will not be the price 
that maximizes profits in the short-tern, but instead will be a lower price. 

If dynamic demand conditions are ignored when implementing the hypothetical 
monopolist test, as they are in Sidak’s analysis, the resulting relevant product market is 
likely to be incorrectly defined. Demand spillovers significantly change the pricing 
incentives of the individual firms and the hypothetical monopolist of the ssnip test. The 
profit-maximizing price for the hypothetical monopolist will be lower because reducing 
price (Le., penetration pricing) is a way to invest in higher future demand. A hypothetical 
monopolist test that arbitrarily assumed away dynamic demand and focused only on the 
short-term would be more likely to fmd that a ssnip above the pre-merger price (which 
already reflects penetration pricing) was profitable - even though a hypothetical 
monopolist rationally responding to dynamic demand conditions would not fmd it pmfit- 
maximizing to raise price. The result of the incorrect test would be an incorrectly defined 
relevant product market. 

must not be applied “mechanically,” as if one were pretending that there were different 

IU It goes without saying that many mergers will not have the same mix of fan. It is those facts that make dynamic 
demand important here. More generally, our approach would be most applicable to mergers like this one, where all 
or most of these factual conditions exist. 
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92. Market definition analysis also should consider the fact of rapid subscriber growth. The 
hypothetical monopolist test calls for evaluating the overall profitability of a ssnip 
“lasting for the foreseeable future,” which means evaluating the longer-tern effect of the 
price increase on profits (when the subscriber base is larger), not just its near-tern effect. 
Rapid growth affects the analysis because it affects the magnitude of the loss of future 
subscribers and profits from a price increase, as the dynamic spillover effects are played 
0~t.1~5 

93. Thus, if dynamic demand spillovers and growth are ignored, the hypothetical monopolist 
m-arket definitGnGXSll hFvTKo &oGZfigiiiEl wzflhmaef conditiins aniimig-- - 

behavior and will give misleading answers to the real economic questions. In short, the 
approach to market definition taken in our report applies the principles of the Merger 
Guidelines to industry facts, as the Guidelines direct. Sidak’s insistence that the ssnip 
test should consider only short-term profits or only current subscribers is not.” A 
hypothetical monopolist of satellite radio services likely would not find it profitable to 
implement a ssnip that mcreased profits only in the short-term or only from current 
subscnbers, if that price increase led to reduced profits when the impact on potential 
subscribers (and the longer-term impact on current and potential subscribers) are takcn 
into account. 

Indeed, when demand spillovers are significant, Sidak’s erroneous approach could lead to 
a striking result - separate single-firm relevant markets, one for XM and one for Sirius. 
As explained earlier, the individual firms in the pre-merger world set penetration prices 
because they face dynamic demand spillovers. Penetration prim are set below the short- 
term profit-maximizing level in order to generate additional future subscribers by 
creating more satisfied customers who will create a market buzz and evangelize the 
product to others. Under these circumstances, a ssnip by a hypothetical monopolist 
comprised of a single firm would em,neously appear profitable, if only short-term effects 
were considered. In addition, switching costs inhibit current subscribers of one satellite 
radio service from shifting to the o h  service. Thus, a single-fm would comprise a 
separate market under the erroneous short-term ssnip test recommended by Si&. This 
misleading result illustrates the analytic errors that flow from of deviating from the 

-~ -- 

94. 

As discussed in our earlier report, demand for satellite radio likely is becoming more elastic over time because of 
continuous innovation and feature convergence by competing audio entertainment devices in response to consumes 
demand. CRA FCC Report at TI 11 .  This also will affect the overall profitability of a price increase taken MW ami 
lasting into the foreseeable future. This is another important factor to take into consideratio0 in evaluating market 
defdtion and the competitive effects of this mrger. 

For a fuller discussion of these points, see the discussion in Section II.A-B infra. 146 

43 



REDACTED 

FOR PUBLIC INSPECTION 

Guidelines and focusing exclusively on short-term profitability in an imaginary world 
that deviates from the real wor1d.l” 

B. Sidak’s Misunderstandings of the Concept of Dynamic Demand 

95. Sidak moves on from his mistaken claim that ow analysis of dynamic demand is 
inconsistent with the Merger Guidelines to address the concept itself. But Sidak‘s 
criticisms of the concept of dynamic demand and its relevance for merger analysis betray 
some fundamental misunderstandings of the effects of internal and external dynamic 

for market d e f ~ t i o n  analysis, of the hypothetical monopolist). 

96. First, Sidak asserts that the concept of dynamic demand “provides no basis to claim that 
the post-merger dynamically optimal price will not be higher,” apparently because “one 
would expect that XM and Sirius have already been engaging in ‘penetration pricing’ as 
they compete against each other for subscribers.”’“ Sidak’s claim seems to be that 
dynamic demand conditions don’t af‘fect whether the merged f m  would raise price 
because the stand-alone Sirius and XM also face dynamic demand and set penetration 
prices. Sidak’s discussion indicates an apparent failure to understand how the full effects 
of dynamic demand, and especially of external spillovers, affect pricing incentives. 

97. In the first place, Sidak‘s observation that Sirius and XM have been engaging in 
penetration pricing because they face poorly informed potential subscribers. which leads 
to dynamic demand spillovers, is neither inconsistent with nor undermines ow analysis. 
We have been quite explicit that Sirius and XM are and have been engaging in 
penetration pricing - setting price below the level that would maximize short-term profits 
- because they face dynamic demand. As already discussed, the fact that current prices 
of the pre-merger Xh4 and Sirius are set below the level that maximizes short-run profits 
is part of the reason that a hypothetical monopolist test for market definition that 
considered only the short-tun profitability effects of a ssnip lasting for the foreseeable 
future would be misleading. 

98. In suggesting that ow analysis fails to explain why dynamic demand would not 
discourage the post-merger firm from raising prices, Sidak apparently misunderstands our 
analysis of the external e#& of dynamic spillova. His discussion of pricing fails to 
address ow explanation of how and why the external spillover effects of dynamic 

demand vpllovemoirtk p r i c i n f i c e n t i v e m W W m d S i ~  €the merged F i  ~~~ 

I” As discussed earlier, if the market were not defined as single-fum markets, the proper market would be expanded 
beyond just satellite radio. This is because substitution among current subscriben between XM and Sirius is very 
low because of switching costs. See CRA FCC Report at @3. 

Sidak 3rd Supplemental at q78. 
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demand alter the pricing incentives of the merged fm relative to those of the separate, 
pre-merger firms.l” As we explained, dynamic demand for satellite radio creates two 
types of spillovers that have different effects on pricing incentives of the hypothetical 
monopolist (and the merged fm). 

99. First, higher current sales of a service lead to more sales of that same service in the 
future. Such spillovers - which we call internal dynamic demand spillovers - give the 
pre-merger XM and Sirius, and the merged fm (and the hypothetical monopolist), 
incentives to set lower, penetration prices than they would absent the internal spillovers. 

100. Second, external dynamic spillovers give the merged fm (and the hypothetical 
monopolist) an incentive to set lower prices, an effect that would not be taken into 
account by the individual firms in the pre-merger world. As our report explained, 

[Slome consumers who learn about satellite radio from a 
subscriber of one service likely will purchase the other service, 
because they prefer the exclusive audio content of the other service 
or because only the other service is offered for the vehicle brand 
they are purchasing. This externality - the fact that a competitor 
captures some of the spillover benefits - is the source of the free- 
rider problem.i* 

101. For example, suppose that XM reduces its prices in the pre-merger world. Because XM 
does not benefit much from this external effect of its lower prices on Sirius, Xh4 will not 
consider Sirius’ benefit in choosing its most profitable pre-merger price.is1 The merged 
fm, however, will directly benefit from the effect of lower XM prices on future Sirius 
subscriptions (and similarly the direct effect of lower Sirius prices on future Xh4 
subscriptions), which gives it an incentive to engage in deeper penetration pricing than 
the stand-alone firms. This effect of external dynamic spillovers on the pricing of the 

In the next paragraph, Sidak dws quote ow statement that extcmal dynamic demand spillovas reduce incentives 
of the separate fm to engage in demandenhancing investment, including penetration pricing. (Sidak 3rd 
Supplemental at 979) This point is ignored, however, in his claim at 978 that dynamic demand ‘provides M basis u) 
claim that the post-merger dynamically optimal price will not be h i g h . ”  

I* CRA wc ~ e p o r t  at ql19. 

XM may consider the small secondary effect that more Sirius subscribers ultimately will i m s e  the number of 
XM subscribers through a follow-on external spillover. But, the magnitude of this effect would be “second-order.” 
and would not nearly eliminate the externality. 

I49 

4s 



REDACTED 

FOR PUBLIC INSPECTION 

merged firm is discussed in our report, but it is ignored in Sidak’s discussion of how 
dynamic demand affects post-merger prices.”* 

102. This analysis also applies to the hypothetical monopolist test used in the market 
definition analysis. The hypothetical monopolist, like the merged firm, would take 
external spillover benefits into account in deciding whether it was in its economic interest 
to raise price. The internalization of the external spillover effects reduces its economic 
incentives to raise price and leads to an expanded relevant market, ceteris paribus. 

1e3. Sidakalso mistakerdyasserts that theilnalysis+f-&ddynamie demxdspfil twesh - _  - 

our report is “inconsistent” with our conclusion that the relevant producl market includes 
audio entertainment other than satellite radio.’” The inconsistency, according to Sidak, is 
that the merger will not internalize all external spillovers from XM and Sirius unless 
those spillovers do not extend to other audio entertainment services. But, says Sidak, if 
dynamic spillovers only extend to satellite radio, then the producl market must be limited 
to satellite radio. 

104. This claim misunderstands the concept and source of dynamic spillovers, and their 
relationship to market definition. External spillovers need not affect all other competing 
f m s  in the market. External spillovers exist because information about Sirius also has 
some application to XM and vice versa, and such information is valuable to consumers. 
However, that same information would not help consumers learn more *bout terrestrial 
radio, wireless phones, Pods or other MP3 players.’” For example, suppose that seeing 
more green Chevys on the road leads relatively more consumers to learn how attractive 
green cars are and thus to desire green Fords or Toyotas over silver ones. That type of 
external demand spillover involving different brands of green cars would not mean that 
there must be a relevant market comprised solely of green cars. 

Sidak also misrepresents our analysis by claiming that our argument that the merger will gemate bmfits by 
internalizing external dynamic spillovers amounts lo an argument that “competition is a bad thing.” Si& 3rd 
Supplemental at p79. In fact, our analysis was part of a competitive effects analysis designed to detenninc whether. 
on balance, the merger will increase or decrease consumers and competition. We explained that the positive effects 
on consumers of internalizing of external spillovers is one of several consequences of the merger that should be 
considered in an analysis of the effects of thi merga on competition; we do not claim that tbe existence of external 
dynamic spillover effects alone justifies the merger. We do conclude that this fact, along with others including the 
substantial competition the merged firm faces from other audio entertainment sources, IIE~M that the merger will 
benefit consumers. See CRA FCC Report at ¶ I  19-120, which is contained within the discussion of competitive 
effects in Section IV. 

Sidak 3rd Supplemental at ¶SO. 
Iy Of course consumers also are much more likely to be familiar with many of these altematim, ond especially 
with terrestrial radio. 
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I 
I 105. Finally, Sidak also misunderstands our explanation of how the merger will solve free 

riding problems and promote the marketing of interoperable radios. Sidak says that the 
individual f i s  have not introduced interoperable radios because of a free riding 
problem, but because such radios would make it easier for customers to switch between 
XM and Siri~s . ’~’  Interoperable radios would make it easier for subscribem to switch. 
That switching, however, generates the free riding problem.” New Sirius subscribers 
with interoperable radios might well subscribe to Sirius for a shorter time on average than 
those with non-interoperable radios, giving the service less time to recover its investment 
in acquisition costs. And, when a subscriber with an interoperable radio switches ~~~ to the ~ 

other satellite radio service, that other service would benefit by acquiring a new 
subscriber whose radio it did not need to subsidize. Thus, each individual firm would 
have the incentive to free ride by reducing the costs it incurs to market and subsidize 
interoperable radios, while enjoying the subsequent flow of switching subscribers who 
bought an interoperable radio from the other fm. Absent the merger, each f i ’ s  fear of 
such free riding creates a barrier to subsidizing interoperable radios.15’ 

~ ~~ 
~~~ ~~~~ ~~ 

106. Sidak, however, claims that there is “‘no reason to believe that such switching would 
occur asymmetrically” and thus that there is no free rider problem and no problem of 
monitoring costs.’58 The two companies could, Sidak claims, simply share development 
and marketing costs equally, knowing they each would receive an equal spillover 
benefit.’” But Sidak has the analysis backwards. The pre-merger XM and Sirius would 
worry about asymmetric switching flows precisely because there is a free riding problem. 
Each individual company knows that if it sells fewer interoperable radios to new 
subscribers than the other does, it can expect to receive more switching subscribers than 
it gives up to the other. This gives each individual f i  a freeriding incentive to sell 
fewer interoperable radios than the other - e&, by pricing them higher with less subsidy, 
featuring them less prominently in their marketing, etc. - in order to benefit from the 
resulting asymmetry in switching subscribers. 

107. These free riding incentives mean that the two companies cannot simply agree to exert 
equal effort; they also would have to engage in substantial monitoring and contractual 

”’ Sidak 3rd Supplemental at 181, citing CRA H3C Report at 1127 and n. 236. 
’% CRA FCC ~epon at ~ 1 2 7 .  

In If, despite free riding, a f m  marketed interoperable radios, the other fm that is free-riding dghl have the 
incentive to reduce its subscription price to reflect its lower costs and to increase its free-riding benefits, but that 
would still reflect free riding. 

Sidak 3rd Supplemental at 181. 
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enforcement to ensure that each made equal effort - as our previous report pointed out.lM 
They also would need to agree on a level of the subsidy and promotional expenditures, an 
agreement which would raise potential antitrust concerns when carried out by 
independent firms. In sum, Sidak is wrong. Switching could be asymmetric and there is 
a free riding problem that the pre-merger firms cannot easily solve by agreement. 

C. Evidence of Dynamic Demand Spillovers, Penetration Pricing and 
Growth 

108. C o n t r i i y ~ d ~ m ~ t i E i n c l a ~ m  that -dynamic defiiariiianaysis is “whotly ~ 

theoretical,” our earlier report presented evidence on the importance of word-of-mouth 
information diffusion in generating future sales and on the companies engaging in 
penetration pric~ng.’~’ This section expands on that evidence. We begin with evidence of 
penetration pricmg and growth. We then turn to the surveys that Sirius and XM have 
carried out in the normal course of business, surveys that provide further evidence of the 
pervasive importance of dynamic spillovers for the growth of satellite radio subscribers - 
that more subscribers today lead to more subscribers tomorrow. In particular, the surveys 

109. This evidence indicates how information from current subscribers influences others to 
subscribe, increasing the number of future subscribers. Those dynamic demand 
spillovers in turn affect the pricing incentives for satellite radio service. 

1. Penetration Pricing and Market Growth 

110. Our analysis showed that it would not be rational, profit-maximizing behavior for a fm 
to set price solely to maximize short-run profits. Instead, it is rational to set lower 
penetration prices when a fm faces dynamic demand spillovers. As we noted in our 
initial report, company statements indicate that satellite radio f m s  focus on the impact of 
price changes on prospective new subscribers, rather than simply on their impact on 
short-term profits and current subscribers. 

11 1. Indeed, in 2005, Sirius CEO Me1 Karmazin stated this plainly: 

“...[We know that there is price elasticity. What our focus today 
is on growing the category. It is a relatively small number of 

IM  CRA FCC &port atq127. 

See, for example, CRA FCC Report at n. 168 and 180-8 1. 161 
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people that are subscribing to satellite radio. We want that number 
to grow huge, and we think that being attractively price at retail, 
providing great content at good value is the way we grow the 
market. . . .” 
[Olur general sense is we know that we have the ability to increase 
our price.. .Having said that, out interest as a company is in 
growing subscribers.”’” 

--I 12. ThisQenetaatian pricing makes economicsense b e c a w c a d i &  mdio is a young market, 
far from demand saturation. As discussed above, Wall Street analysts project that the 
demand for satellite radio will grow dramatically over a projection period through 2015. 
We have collected a number of analyst reports. The average projected subscription level 
of satellite radio in 2015 for a group of recent analyst reports was about 38 million 
subscribers, compared to about 14 million subscribers at the end of 2006. These 
projections are shown in the table attached as an Exhibit. In these circumstances, taking 
a longer-term view to pricing makes economic sense. 

2. Recommendations by Subscribers 

113. As discussed above, satellite radio depends heavily on word-of-mouth information 
diffusion and recommendations from satisfied subscribers to help drive its demand 
growth. There is abundant survey evidence that - 
1 

“* Sinus Satellite Radio. Qf 2005 Earnings Call Transcript, April 28.2005. Cited in CRA FCC Report at n. 168. 
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3. Word-of-Mouth Learning by Non-Subscribers 

116. Satisfied satellite radio subscribers recommend the service to others and more generally 
can ‘‘talk up” the service, helping to create “market buzz.” The companies have 
understood from the beginning that word-of-mouth recommendations and market buzz 
would play an important role in driving subscriber growth for satellite radio, as have 
industry analysts.”* A Credit Suisse First Boston analysis of Sirius in 2000 concluded 

As noted above, the views of industry experts constitute one of Professor Baker’s categories of relevant 
information. Jo~than B. Baker, Marker Definirion: An Analytical Overview 74 Antitrust L.J. 129 (2W) at 139- 
141. 
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that "lals market uenetration exuands. word of mouth should become an increasinelv 

A 2003 Bear Steams report highlighted XM survey results that over 90% of satellite radio 
subscribers were recommending the service, often to many people, and concluded that 
"we think that the word-of-mouth effect could play an extremely imuortant role in the - _  - -  
company's growth going Word-of-mouth continues to be important today. 

~ 
~ - 

117. 

I n  Credit Suisse Fust Boston, Equity Research S ~ r i u  Satellite Radw Inc. (March 7,2000) at 21. 

i74 - 
'" Bear Steams, Equity Research XM Sarellue Radw (May 9.2003). 
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4. OEM Subscribers 

119. Word-of-mouth information diffusion and recommendations, and thus dynamic demand 
spillovers, also help drive OEM subscriptions, ev& though those radios come with trial 
periods. First, some automobile buyers must choose whether or not to pay for a trim 
level that includes satellite radio. Second, even those buyers whose cars contain satellite 
radios as standard equipment must decide whether or not to seriously consider satellite 
radio and to make an effort to explore the range of programming available on satellite 
radio and listen regularly during the trial period. 

.~~ ~~~ ~ .. .. ... .. ~~~~ 

120. -1 
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5. Family Plan Subscriptions and Gifts 

122. Subscriptions for additional satellite radios in the same family, or subscriptions arising 
out of gifts, also represent dynamic demand spillovers. Most such subscriptions lilrcly 
are the consequence of the fmt subscription in the family, or the subscription of the gift- 

XM Satellite Radio Earnings Conference CaU Final Transcript (oaober B, 2007) ot 3-4, c i t i  the tcsuk-fm 
aftermarket subscribers. 

186 

187 

188 

I89 
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giver. There is clear evidence that substantial proportions of satellite radio subscriptions 
come from families adding radios or from gift subscriptions, and thus are the result of 
dynamic demand spillovers. 

123. Consumers who subscribe to additional radios after learning from experience how much 
they enjoy satellite radio service from their first subscription represent a form of dynamic 
spillover. Both companies report the number of additional radio subscriptions they have 
-what XM calls Family Plan subscriptions and Sirius calls multi-unit plans. Additional 
radio subscriptions account for a substantial and growing proportion of all satellite radio 
subscriptions. Familyfimbscribers accounted-for 23S%uf total XMsnbscriptions as 
June 30,2007, up from 20.7% a year earlier.'* Multi-unit subscriptions accounted for 
18% of Sirius subscriptions as of the end of June 30,2007, up from 13% a year earlier.'" 

124. A similar dynamic spillover mechanism operates when a satisfied subscriber gives a g i f t  
to others. Gaining additional subscribers today would lead to more satellite radios being 
gifted in the future. The seasonal pattern of gross additions for both companies, with the 
greatest increases coming in the fourth quarter of each year, leads one to suspect that gift- 
giving plays a substantial role in the growth of satellite radio. Surveys ColTOboIatt this 
conjecture. 

0 

6. Evidence of External Spillovers 

125. As explained above and in ow earlier report, some dynamic demand spillovers are 
external spillovers, where increased sales of one satellite service today lead to increased 
future sales of the other service. The level of external spillovers are relevant for 

XM, F o n  IO-Q (Q2 2007) at 43. 
I9l Sirius, Form 10-0 (QZ 2007). 
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competitive effects analysis because they affect the pricing and investment incentives of 
the merged firm. They are relevant for market definition because they affect the pricing 
incentives of the hypothetical monopolist. The idea of external spillovers, like that of 
dynamic spillovers in general, is grounded in the facts of satellite radio. 

126. Survey evidence indicates that -i - 
128. Industry analysts also have concluded that both services likely benefit when either service 

adds impomnt content because of the attention drawn to satellite radio as a whole. These 
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are indications of external spillovers. Industry analysts concluded that Howard Stem’s 
move to Sirius benefited satellite radio as a whole, XM as well as Sirius.’” A later report 
worried that satellite radio sales overall, those of XM as well as Sirius, would suffer in 
2006 without publicity such as that generated by Howard Stern. Another thought that 
Oprah coming to XM could benefit satellite radio in genedm 

129. Dynamic demand spillovers that influence OEM subscriptions are particularly liiely to 
be external spillovers. Because virtually all OEMs now offer only one brand of factory- 
installed, integrated satellite radio, most potential OEM subscribers will fmd their choice 
of satellite radio service determined by their choice of vehicle, not by whether XM or 
Sirius was recommended to them, For example, a consumer purchasing a GM vehicle 
who is interested in satellite radio because of recommendations from a Sirius subscriber 
would find that only XM is available as factory-installed, integrated equipment in a new 
GM car. Given the increasing relative size of the OEM channel, this source of external 
spillovers is becoming increasingly important. 

130. This discussion has concentrated on initial or direct external spillover effects. External 
spillovers include, however, not only the initial subscription induced, but additional 
subscriptions by others that result from that initial external spillover. For exam+, 
suppose that consumer A subscribes to XM and provides information that i n d m  
consumer B to subscribe to Sirius. That is a direct external spillovex. Suppose that 
consumer B’s subscription to Sirius has its own further (internal) spillover effect, leading 
to a subsequent subscription by consumer C. The subscriptiin by C also is the res& of 
the initial external spillover to Sirius from A’s subscription to XM. Of wm, the 
subscriptions to consumers like C may be second-order effects in terms of magnitude. 

D. Conclusions on Dynamic Demand Spillovers and Penetration 
Pricing 

131. Contrary to Sidak’s claims, we do not reject the principles of conventional merger 
analysis. Instead, we have applied the appropriate economic analysis to the ‘‘particular 
facts and circumstances” of the merger, as called for by economic analysis and tbe 

’” Lucas Binder, Satellire Radio lmo 2W7: Beyond ihe Holiday Scaron, UBS Invcsimcnt ResMIch (November 
2006) (with Howard Stem’s move Lo satellite radio, “XM benefited from the increased awareness of satellik di in 
4405.”); Jonathan A. Jacoby, Equity Research: Radw and WBrcadcasting. Bank of America @by 2% Zoos) 
(finding a shitl in demand for satellite radio in 4Q‘OS due to the “Stem Effect:” T h e  satellite radio buzz created by 
Howard Stem likely pulled forward some de-.”). 

Wachovia Securities, XMSR: Here Comes Oprah: Would Wait on the Sidelines for Now (Feb. 9,2006) ( w e  
believe that net this is a positive for XM and satellite radii in genaal, as it should bring mon ‘buzz’ to the 
product.”). 
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Merger Guidelines. The application of dynamic demand spillovers theory to this merger 
is appropriate because of the specific facts of this merger. Many other mergers will not 
have these or similar facts, and the theory of dynamic demand spillovers will not be 
applicable to the analysis of those mergers. 

IV. SIDAK’S ADVERTISING WELFARE ANALYSIS 

132. In several submissions to the Commission, Sidak has argued that the merger will reduce 
consumer welfare by leading to an increase in the number of commercials aired on 
satenite 
satellite radio subscriber demand that depends on the number of commercials as well as 
price. However, Sidak’s analysis is flawed by faulty empirical assumptions and a failure 
to take account of the profit-maximizing pricing incentives of the firm. When his 
analysis is corrected, it leads to the opposite result - that consumer welfare rises. 

-~ ~ To analyze this issue, Sidakdevelopta formal wxmomimnudel of- ~- 

133. Sidak creates his premise - that the merged f m  would substantially increase commercial 
minutes -by an unsupported extrapolation from statements of Sirius CEO Me1 Karmazin. 
One source cited by Sidak is a September Forbes magazm article covering Karmazin’s 
presentation at an investor conference: 

Karmazin would like to see advertising revenue eventually make 
up about 10% of Sirius’ total revenue, up from the current 4% to 
5%. He acknowledges that one challenge in boosting the numbers 
is the company’s relatively limited reach as a subscription service. 
The proposed merger with XM would help. “The more critical 
mass we get, the more we’ll have an opportunity to exponentially 
add advertismg revenue to our model,” he said.m 

But, said Mr. Karmazin, it is “cast in stone” that advertising will not be introduced on 
music channels that are commercial-free.m 

134. Mr. Kmazin also pointed to the importance of reach for allowing the merged f m  to 
increase advertising revenue in an earlier statement made when the merger was 

Sidak Supplemental at y12-44, Sidak 3rd Supplemental at 70-75; J. Gregory Sidak and Hal J. Singer, Wriften Ex 
Pane Presentation in Connecfion with the Consolidated Application for Authorify fo TrMsfr Confrol in 
Connection with the Sirius/XM Merger (MB k k e t  No. 07-57) (October 8,2007). ktter b Mr. Roy Stewart 
(hereinafter “SidakSinger 10-8-2007 Ex Parte Letter”). 
Mz Louis Hau, Sirius CEO Discusses The Biz, Forbes (9-17-2007). available of 
htt~://www.forbes.com/2007/09/17/sirius-x~adio-adv~isine-biz-~ia-cx Ih 0917karmazin orint.html(1pst 
visited October 15,2007). Cited by Sidak 3rd Supplemental at 974. 

m3 Id. 
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announced. He explained that the merged fm would earn more revenue because the 
“reach” of the advertising would increase, “[a]dvertisers look for reach, and as one 
company, we will have twice the reach of what either company has on its own, and as a 
consequence access to a greater number of advertising accounts than we have on our 
own.”m Higher “reach” increases the efficiency of advertising spots to advertisers, 
which typically raises the per-listener (or per-subscriber) price in the market for the sale 
of advertising spots.2os In light of the reach premium, a doubling of the share of 
advertising revenues in total revenue could be achieved with less than a doubling of 
advertising minutes sold. 

135. Sidak quotes these statements of Mr. Karmazin, but extrapolates them into a much more 

-. .-.~ ~ ~~ ~ ~~~ ~ ~~ . . ~ ~ ~~ 

expansive interpretation of the merged fm’s  plans for advertising. In an earlier 
Declaration, Sidak argued that the merged f m  might quintuple the amount of 
advertising.% His most recent declaration continues to claim that, “the increase in 
commercial time posited above - from one minute per hour to five minutes per hour - is 
not unreasonable.”” However, Sidak’s “quintupling assumption” is not reasonable.“ 
The doubling of advertising revenue as a percent of total revenue to which Mr. Karmazin 
referred certainly does not imply or require a quintupling of Commercial minutes per 
hour, particularly if reach and other increases in value make advertisers willing to pay a 
somewhat higher price per thousand listeners for satellite radio ad spots.m Yet his latest 

See Thomson StreetEvents, Final Transcnpf: Sin-Sirius (sic) Satellite Radio & XMSafellife Radio fo Combine 
in Merger of Equals (February 20,2007) awrlnble af  http~/o//online.wsj.com/documents/tran~~~-x~r- 
20070220.pdf (last visited July 17,2007). 

See CRA ECC ~epon at q131. 

Sidak Supplemental at 943. 

” Sidak 3rd Supplemental at 974. 
ma We criticized the realism of S i W s  “quintupling assumption” in our initial report. CRA FCC &port at  SI. 
Based on the later submissions, it appears that he may well have in mind a sextupling. In some places, he defines 
the variable f as the increase in the number of commercial minutes pa hour. For example, see Si& Supplemental 
at 943; Sidak 3rd Supplemental at q71.72.73. in other places, he seems to defm f a the number of commrcial 
minutes per hour. See Sidak-Singer 10-8-2007 Ex Parte Letter at page 5 (“assume that SDARS customers on 
average are exposed to one minute of commercials from hiid parties pa hour of listening.”). Still other 
submissions describe f both ways. See Sidak-Singer Ex Parte Presentation LM/ZW at slide 15 (“f = number of 
commercial minutes per hour;” wf) refers to “an increase off commercials pa minute [sic].”) (emphasis added). Of 
course, this inconsistent exposition makes it harder to pin down the benchmark being used, and he never reports thc 
equations and calculations in a self-contained technical appendix. However, the model seems to compare positive 
values for f to fd. 

aos Sidak says that Mr. Karmazin’s objective would require a “significant increase in total advertisihg” since satellite 
radio subscriptions are expected to grow rapidly. Sidak 3rd Supplemental at f74. But since the revem from an 
advertising spot increases more or less automatically with the number of listeners given the price per thousand for 
advertising spots, no increase in the amount of commercial time is required for advertising revenue to keep pace 
with subscription revenue as the number of subxribers increases. If anything, revenue from advwtising spots 
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iteration still assumes a tripling of advertising minutes per 
inexplicably larger than Me1 Karmazin’s aspiration. 

This is still 

136. We also criticized the realism of Sidak’s model because of its expansive assumption that 
halfof the value consumers place on satellite radio results from it being commercial- 
free?” His assumption is highly unrealistic and unreasonable in light of several facts. 

satellite radii channels. He said that it was “cast in stone” that music channels would be 
kept commercial-free, so that any additional advertising would be on the currently 
commercial-supported channels.”* Therefore, even after the merger, those subscribers 
who dislike commercials and listen to commercial-free music channels still will not hear 
any advertising. 

137. However, Sidak’s calculations are wrong for another more fundamental amlyric reason. 
Sidak apparently assumes that the subscription price is not reduced in response to the 
increase in advertising?” An assumption of constant price is analytically incorrect. As 
we pointed out in our initial report, higher per subscriber advertising revenue would 
incentivize the merged firm to reduce the subscription price in order to generate more 
subscribers?16 

138. This is an important oversight because those profit-maximizing price reductions in 
principle may provide a partial or complete offset to the magnitude of alleged consumer 

should grow more rapidly than subscribers as growth increases the reach and thus the price per thousaod, even 
without any increase in commercial minutes. Sidak. however, ignores the “reach” premium as a reason why 
advertising rates and revenue might rise. Sidak-Singm 10-8-2007 Ex Parte L%e?. 
2’o Id at 5. 

2’1 CRA Fcc Report at m i .  

212 - 
213 - 
214 Louis Hau, Sirius cw) Discusses The Biz, Forbes (9-17-2007). available at 
htt~://www.fo~s.co~/2007/09/17/suius-xmradio-advenisine-biz-media-cx lh 091 7karmazin urinLhtml ( l a  
visited October 15,2007). 

Sidak 3rd Supplemental at VI. 75. 
216 This is a standard result in 2-sided markefs where h e  are two revenue streams. The incresse in ancitkry 
advertising revenues has exactly the same effect as a reduction in variable costs. Of course, hen the demand curve 
also shifts down. See CRA FCC Report at g50. 
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harm from additional commercials. In Appendix B of this report, we have analyzed the 
profit-maximizing price for our understanding of Sidak's model. In fact, that model has 
the property that the firm would have the incentive to reduce its price in response to the 
introduction of more commercials. 

139. Sidak assumed that the introduction of more commercials would lead to a reduction in the 
number of subscribers, perhaps a very large reduction. When the subscription price is 
reduced, however, the subscriber loss would be mitigated or might even become a 
subscriber gam. In fact, when we solved Sidak's model, we found that the profit- 
maxKiing pfice-wGuld fall Ciicrently fliarfie num&ofsubsdben-wribersilrould rise above 
the initial level, as shown in Appendix B. 

140. Sidak claims to show that the increase in the number of commercials would lead to a 
reduction m consumer welfare. If the profit-maximizing subscription price is reduced 
and the number of subscribers increases, the welfare loss would be mitigated. Indeed, the 
price decrease could cause consumer welfare to rise despite the assumed distaste for 
commercials. In fact, when we solved Sidak's model and allowed price to find its profit- 
maximizing level, we found that consumer welfare rises when advertising increases. This 
occurs for all the parameter values for which the increase in commercials is profitable, as 
shown in Appendix B. 

141. These results demonstrate the fundamental errors in the conclusions Sidak has drawn 
from his model. Solving his model correctly leads to a conclusion of consumer benefit, 
not consumer harm. 

V. CONCLUSIONS 

142. Thus, we continue to conclude that the market is broader than satellite radio, including 
other audio entertainment devices, content and services. In this market, the market share 
of the merged fum is sufficiently low that the merger would fall within the safe harbors 
of the Merger Guidelines."' Moreover, our analysis goes beyond market definition. Our 
competitive analysis demonstrates that the merger of Sirius and XM is highly unlikely to 
reduce competition and harm consumers. (Indeed, our conclusion on competitive effects 
would remain the same even if the relevant market definition were erroneously defined as 
consisting solely of satellite radio.) The merger of Sirius and XM is not likely to raise 
prices, relative to the outcome without the merger. Instead, the merger is l ie ly  to benefit 
consumers and increase the attractiveness and the output of the merged f m .  There are 
several reasons for this conclusion. First, continued and increasing intermodal 

"' SeeCRA FCC Repon at 991-94, Exhibit C. 
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competition will prevent the merged f m  from exercising market power. Second, the 
merger will reduce prices by lowering costs and benefit consumers by raising product 
quality. Third, the merger will lead to further consumer welfare gains by increasing the 
incentives for cost-reducing and quality-enhancing investments, and will increase the 
incentives for lower penetration pricing. Fourth, the higher product quality, lower costs 
and increased investment incentives of the merged fm likely also will spur greater 
investment and innovation by other audio entertainment competitors. For all these 
reasons, the merger will benefit consumers and competition.”8 

143. In short, our analysis implies - and we eoneide- that the merger of Sirius and XM wit1 ~ 

lead to an increase in consumer welfare. The merger will lead to (a) an increase in the 
number of subscribers of the merged fm, @) a reduction in the level of prices, and (c) an 
increase in product quality, all relative to what likely would prevail if the merger does not 
occur. These are the three key markers for an increase in consumer welfare. 

Our competitive effects analysis did not analyze the efficacy of the parties’ pricing commitments as a behavioral 
relief because we concluded that no remedy is necessary. Our analysis also is fully consistent with Mop’s article 
cited by Sidak. Steven C. Salop, Question: What is the Real and Proper Antitnut Welfare Standard? Answer: The 
True Consumer Welfare Standard (November 2005) (Unpublished Paper submitted 10 the AMC). S i  3d 
Supplemental at 186. 

218 
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Appendix A 

Econometric Analysis of the Relationship between Satellite Radio 
Penetration and Terrestrial Radio Coverage 

Timothy H. Savage 
Martino De Stefano 
Steven R. Brenner 
CRA International 

~~~~~~ . .... ~ ~ -~ ~ ..... ~~~ 

1. INTRODUCTION 

Our earlier report filed with the FCC presented a cross-section analysis of geographic 
variation across ZCTAs (Census Bureau areas that closely approximate ZIP codes) in 
satellite radio (“SR”) penetration and the number of terrestrial radio (“TR‘‘) signals 
received.’ Included was an econometric analysis of the SR-TR relationship that 
controlled for a number of other important factors including income, gender mix, and the 
percentage of the population commuting by car. 

The analysis examined how changes in the number of TR signals received - and thus in 
the relative quality of terrestrial radio and satellite radio - affect the demand for SR 
service, holding constant the price of SR. A larger number of TR signals reduces the 
quality advantage of SR relative to TR.’ The analysis found a clear inverse relationship 
between SR penetration and the number of TR signals, which supports the conclusion 
that consumers view AM/FM radio and satellite radio as good substitutes. If consumers 
view SR and TR as substitutes, the proportion of consumers purchasing SR should fall 
with increases in the number of TR signals (which is a proxy for the relative quality of 
TR), ceteris paribus. 

This appendix describes in greater detail the econometric analysis in our earlier report 
and the data on which it is based. It also presents extensions of that analysis to examine 

2 

I 
CRA FCC Report at m24-28 and Exhibit B. Curriculum Vitae for Timothy Savage and Martino Ik 

Stefano are attached as an Exhibit to this Appendix. The Curriculum Vita for Steven B m m  was attacbed 
to the earlier report. 

specification.” 

ILC.2 of this repott. 

2 In this memorandum, we refer to the economefric analysis in the FCC papcr as the “bascline 

3 
Sidak disagree. Sidak 3rd Supplemental at 730. We analyze, and reject, Sidak’s objection at Section 
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the robustness of its results. We find that the inverse relationship between SR penetration 
and TR signals is not sensitive to the inclusion of additional explanatory variables or to 
alternative functional forms and statistical specifications. 

2. DATA 

The analysis discussed in the FCC paper uses data on the number of XM plus Sirius 
4 subscribers by ZIP code -. The objective was to analyze how the 

subscribers are those subscribers who choose to pay for their subscriptions. - ~ ~ a v a i l a b i l i ~ o f ~ T R ~ s e M c e ~ f f ~ c o n s u m e z d e s  tosubscribe toSR,~=----~ ~~ ~ ~~ ~~ ~~ ~~~~~ - 
XM and Sinus purchased data h m  BIA Research, Inc. (“BIA”) on the number of 
AM/FM radio stations reaching each Census block.‘ BIA used the 2 mV/m contours for 
AM stations and the 6OdBu contours for FM stations to determine the number of Ah4 and 
FM stations reaching the centroid of each Census block. The BIA data also included 
counts of the total resident population of each Census block based on the 2000 U.S. 
Census. In order to merge the Census block data on the number of TR stations with SR 
subscriber data by ZIP code, we used ZIP Code Tabulation Areas (“ZCTAS”), which 
were developed by the Census Bureau.’ ZCTAs closely approximate ZIP codes and are 
exact aggregations of Census blocks. From the number of AM and FM signals received 
in each Census block, we calculated the weighted average number of TR signals received 
in each ZCTA using the population of each Census block (as a share of the total ZCTA 
population) as weights. 

Data on the average number of TR stations received in each ZCTA were then merged 
with data on the number of = SR subscribers in the corresponding ZIP code. In the 
process, data for = SR subscribem whose ZIP code information could not be 
matched to a ZCTA were dropped. These included subscribers for whom no valid ZIP 
code was reported and subscribers whose reported ZIP code corresponds to a point, such 
as a P.O. box. In addition, all data for ZCTAs with a Census population count of zero 

‘ Our analysis uses only information for Census blocks in the lower48 states, as XM and Sirius 
historically has not hem as generally available in Hawaii, Alaska, or REato Rico. 
S 

For a complete description of ZCTAs, sce h n p ~ / ~ . c c n s u s . g o v / g ~ Z ~ ~ ~ . h t .  Thrrc uc 
approximately 45,000 ZIP codes in the U.S., hut only approximately 33,000 ZCTAs. Thc differeocc 
between the two is driven by those ZIP codes used for particular points, such as P.O. boxes, ratha than 
those used for geographic arcas. 
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were excluded (including any subscribers with those ZIP codes).' 

The steps described to this point were used to cons!mct the dataset used in OUT FCC 

FKally, using extraitsfrom the ZUWlJX Census~wFiiii3Q@ata for v d a m s ,  as 
described below, that measure other factors we believe may directly influence SR 
penetration.' AS a result ofthese multiple steps, ow final analytic dataset contains 
ZCTA-level information on the number of XM and Sirius =subscribers, the 
weighted average number of TR signals they are able to receive, and other factors that 
affect SR penetration. 

Using this dataset, Figure A1 at the end of this Appendix plots average SR penetration 
rates against the number of TR signals. F~gure A1 here corresponds to Figure B 1 in OUT 

earlier FCC report." This plot clearly shows an inverse relationship between average SR 
penetration and the number of TR signals. We recognize, however, that SR penetration 
may vary across areas for reasons other than the number of TR signals received, which 
motivated our further econometric analysis. 

The analysis in OUT earlier FCC report exploits geographic variation in SR penetration to 
investigate the relationship between SR penetration and the number of TR signals, 
accounting for important factors such as income. In this analysis, we do not observe 
individual choices; rather, we have data on the aggregate response of groups of 

9 
Table A1 contsins summary statisucs for h e  SR peneCratioo rates ha1 we analyze and f a  o b  variables 

used in the analyses Tables and figurcs arc attached at thc end of tlus appadu. 


